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SPECIAL B U L L E T I N No.,

24

J A N U A R Y , 1925

[The Committee on Administration of Endowment authorizes the
publication of special Bulletins, of which this is one, on the distinct
understanding that members are not to consider answers given to
questions as being official pronouncements of the Institute, but merely
the individual opinions of accountants to whom the questions were
referred. It is earnestly requested that members criticise freely and
constructively the answers given in this or any other Bulletin of this
series.]
CONSOLIDATION OF STATEMENTS
Q. A corporation owns real estate which it transfers to a building
corporation it has organized, taking in payment all the capital stock
of said building corporation. The building corporation then borrows
money on long-term or serial-mortgage bonds for the improvement
of the property. The parent corporation does not go on the bond of
this mortgage nor guarantee it, but takes a lease on the property
from the building corporation sufficient to pay the interest and
sinking fund (or serial maturities) of the mortgage bonds.
The question at issue is whether it is or is not good business
practice and good accounting practice for the parent corporation not
to consolidate the statement of the building corporation with its own,
when it makes its annual report to the stockholders.
Of course, if the statements are consolidated, the mortgage debt
will show on the consolidated balance-sheet of the parent company,
and if they are not consolidated, the parent corporation's investment
will be represented merely by "capital stock in building corporation"
at the original cost of the property.
A, The facts in the question presented seem to be that the property of the parent corporation has been improved with borrowed
money for which certain assets have been mortgaged and the problem
is how to disclose these facts. The interposition of another corporate
entity does not really alter the situation although it does influence
the method of presenting it.
A statement of assets and liabilities would be as follows:
Parent Company

Investment in capital stock of building co.
Cash —

$100,000
200,000

Capital stock

$300,000

.

.

Building company
Land
. ..
Building
.

_

$100,000
300,000
1

$100,000
300,000

Capital stock
Mortgage —
Combined
Land —
Building
Cash

$100,000
300,000
200,000
$300,000
300,000

Capital stock
Mortgage —_

If the accounts are not consolidated the parent company's balancesheet shows an asset on which no opinion of value can be formed. It
may have much, little or no value.
If the accounts are consolidated the consolidated balance-sheet shows
a liability which does not lie against all the assets but which nevertheless may ultimately extinguish assets of more than its face value, i. e. if
the mortgage covered both the land and building and was foreclosed
leaving no equity.
Of course the combined balance-sheet is the usual thing but if there
be objection to publishing that the situation might be met in one of
two ways: (1) publish a separate balance-sheet of each company; (2)
publish the balance-sheet of the parent company with a note at the
bottom reading somewhat as follows:
"Building company (of which this company owns the entire capital
stock) has tangible assets of a value of $400,000.00 which are mortgaged
for $300,000.00."
Undoubtedly the best practice would be to consolidate the accounts
of the building corporation with those of the parent company as the
mortgage could then be clearly shown in the consolidated balance-sheet
as a debt of the subsidiary company and the operating results of the
building corporation would also be properly recorded. There would
then be no question but that the auditors could give a clean certificate
to such a statement stating that the consolidated accounts clearly set
forth the financial position of the combined companies and the results
of the operations.
Should the parent company, however, decline to consolidate the accounts of the building corporation with those of the parent company
then care should be taken in the balance-sheet to show the investment
in the stock of the building corporation as a separate item, and to
indicate clearly that it is subservient to the mortgage. A t the same
time the losses, if any, of the building corporation should be reflected
in the accounts of the parents company.
There are a good many accounting questions about which a definite
statement may be made as to whether a certain treatment is or is not
good business practice and good accounting practice. We think though
that this is not one of them. In our opinion the two balance-sheets
may be consolidated, or need not be consolidated, without a question
arising that the treatment is not good practice.
It is not uncommon for mercantile houses to form a distinct corporation to hold the buildings in which they do business, and perhaps
others. The usual procedure is for the active company to lease the
2

property under terms which will permit the real estate company to
meet all its charges, and thus conduct its affairs without incurring a
deficit. If the forecast of charges upon which the rental named in the
lease is based proves incorrect an adjustment is usually made, which
still permits the real estate company to avoid a deficit i n its operating
account.
If the proprietors choose to consolidate the two balance-sheets, there
is no objection to their doing so. If they prefer to show the financial
position of each corporation separately, we think that the interest of
the active company in the real estate company may be properly, and
adequately, expressed as an investment on the balance-sheet of the active company.
We are not wholly in agreement with the position, expressed in the
last paragraph of the question. If the real estate company receives
enough income to cover its charges and runs along with a small surplus,
the active company's investment may be carried in the balance-sheet
at original cost. If the rental agreed upon proves too small to meet
charges against it and no adjustment of it is made, with the result that
a deficit occurs, the valuation of the active company's investment should
be adjusted accordingly at suitable intervals.
EQUITY IN PURCHASED PROPERTY
The following is a partial quotation from a letter referring to the
first problem in Special Bulletin No. 23.
In this question, the opinion is given that where land and buildings
are purchased on contract, the purchase price to be paid over a period
and the title to remain in the vendor until full payment has been made,
the proper manner of showing the item and the liability thereon in the
balance-sheet is to show the full cost, less the unpaid balance and to
bring out the net equity, presumably all on the asset side of the balancesheet.
I do not agree with this procedure for the following reasons:
(1) The liability side of the balance-sheet should reveal all of the
liabilities, whereas by the answer given it would not do so. The liability on the land contract is secured by title remaining in the vendor to
the property. However, in the event of default the creditor would be
a general creditor to the extent that the property did not satisfy the
unpaid balance. This is especially true in the case of plants acquired
during the recent period of extremely high prices, and which might not
in normal times, come anywhere near realizing the purchase price. In
addition, in the event of bankruptcy of the industry, it might be very
possible that the plant at a forced sale would bring a very low figure.
Surely, a banker for instance, scrutenizing the balance-sheet has the
right to expect all of the liabilities to appear upon the liability side.
Of course, the liability is shown but would it not be more properly
shown as a liability, among other liabilities. In addition, those payments due on such a land contract within a very short time from the
date of the balance-sheet, assuming the contract is payable in annual
installments, represent a very current liability to be satisfied out of the
current assets.
(2) The liability on the land contract, is almost identical with the
liability upon a mortgage, the only real difference being the matter of
the passing of title. I do not believe anyone would favor deducting a
mortgage from the asset on the asset side of the balance-sheet and yet
the equity of the purchaser is, as in the case of the land contract pur3

chase the purchase price less the balance due on the mortgage, assuming for instance that the mortgage was given in connection with
the purchase and not as the basis for a loan.
The member who furnished the original answer makes the following
comment on the letter above quoted:
On further consideration we think your correspondent is right, assuming that the vendor has a right against the corporation as a creditor quite apart from the lien on the land. Where the liability is solely
against the property a statement in the form suggested in our previous
letter would be appropriate. In considering the whole question it is,
we think, important to bear in mind first, that disclosure of facts is the
first and most vital requisite of a balance-sheet; and secondly, that
while it is very important to bring in all liabilities there is sometimes
a danger that the introduction of assets entailed in the introduction of
liabilities into a balance-sheet may result in the statement being more
misleading than if both were omitted.
However, in the case forming the subject of the question, it is clear
that a plant was being built on the land purchased, so that presumably
the vendors would have a security on the plant when constructed as
well as on the original land, so that the better practice would be to
show the unpaid purchase as a secured liability.
BONDS
Q. In your Special Bulletin No. 20 issued in September, 1923, an
explanation is made of the answer to question two relative to bonds
signed by a trustee and not actually sold, covered in Special Bulletin
No. 18 page 11. Having submitted the original question to your
bureau, I am taking the liberty of again addressing you with reference
to the additional comments made.
The original answer to question two was satisfactory and I am not
aware of the reasons for the additional information, but this was no
doubt brought up by some member of the Institute. There is, however,
a statement in Bulletin No. 20 which seems to me to be in conflict with
certain statements made in answer to question four. In Bulletin No.
20 it is stated that the trustee's signature cannot change the nature of
an obligation such as is involved in these bonds and the obligation
cannot be to the issuing corporation by itself. Therefore in preparing
a balance-sheet the liability of the company is only for the bonds held
by the public and it necessarily follows that $9,000,000.00 is the net
obligation with respect to these bonds. It is also quoted as follows:
" A bond is merely the evidence of an indebtedness and entitles the holder
to recover of the maker the amount evidenced by its terms. Independent of establishing the right of such recovery the bond has no
value." From the above quotations I am of the opinion that it is the
intention to state that these bonds in the treasury at the date of foreclosure would not be considered outstanding bonds and that in the
distribution of the proceeds received from the sale of pledged property
under the mortgage, that such proceeds would be distributed only to
the $9,000,000 of bonds outstanding in the hands of the public. This
is directly contrary to the statement made in Bulletin No. 18 as to
question four in which it is stated as follows: "However, it is our understanding that if the bonds were (a) in the company's treasury at
the date of foreclosure, these bonds would share in the proceeds of
the foreclosure to the same extent as any other outstanding bonds.
4

In case the claims of creditors were not fully satisfied from the proceeds
of the foreclosure, the creditors could obtain a deficiency judgment and
participate in the share of the proceeds of the foreclosure applicable to
the treasury bonds." The question as to whether or not the treasury
bonds would share in the proceeds of the foreclosure is a very important one and in order that the possible point at issue may be clearly
stated it will be assumed that the following is a statement of fact:
Bonds authorized
._
Outstanding in the hands of the public
In the company's treasury

$10,000,000
9,000,000
1,000,000

As a result of a foreclosure under the mortgage, the property
pledged realized $8,000,000. As far as the trustee is concerned there
are outstanding bonds of a total amount of $10,000,000 and he is therefore in position to pay off from the proceeds from the foreclosure 80%
of this indebtedness.
In accordance with the answer to question four the bonds outstanding i n the hands of the public would be paid to the extent of $7,200,000
and there would revert to the company's treasury $800,000 which would
be available for distribution amongst the general creditors. The public
bond holder would secure a deficiency judgment amounting to
$1,800,000 which would share proportionately with the unsecured creditors provided that the other assets of the concern together with the
$800,000 available from the treasury bonds would not be sufficient to
take care of all liabilities.
I would have you advise if the conclusion drawn above is in accordance with the answer submitted by your bureau.
A . The bureau has received the following comments:
There is a legal aspect to this question and not being a lawyer I
submitted your letter to two attorneys of high professional standing
and attainments and my reply is based on their statements to me.
Restating the problem in its last form:—
"A"

"B"

Property valued @
$20,000,000
Mortgage
—
10,000,000
Mortgage bonds sold
9,000,000
Mortgage bonds not sold and retained
by trustee
1,000,000
Mortgage forclosed and properly
sold for
8,000,000

Mr, X says that the trustee is now in position to pay to purchasers
of $9,000,000 of the mortgage bonds 80%, or $7,200,000 and they lose
20% of their investment or $800,000.
M y advisers say that the trustee is legally bound to pay the holders
of the $9,000,000 bonds sold, 8/9ths or 88 %; that property valued
at $20,000,000 was mortgaged to secure a loan of only $9,000,000 net
and that every cent of the $8,000,000 obtained by the sale under foreclosure of the property mortgaged goes to the purchasers of the mortgage bonds. That the mere issue of $1,000,000 of so called treasury
bonds creates no obligation or equity by which common creditors can
participate in the proceeds of the sale of the mortgaged property.
I must say that this is in accord with my views based on fairness
and justice, else what would be the position of the ordinary bond buyer?
8
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If he bought a $1,000 bond at par he might be in the position of sharing
the security supporting that bond to the extent of 10%, 20% or even
50% with common creditors in case of bankruptcy. Why do people
buy bonds anyway if it is not to secure themselves against loss as far
as possible by buying an interest in the real property of the issuing
company which cannot be endangered by possible bankruptcy?
It seems to me that if, as in Mr. X's illustration, common creditors
can participate to the extent of 20% in the mortgaged property by the
mere fiction of having certain papers signed and sealed by the trustee
and delivered to the treasurer of the company, a feeling of uncertainty
would be introduced into the bond market, which would have a very
bad effect on that business and on business in general.
Let me quote a decision by a special master in the case of a political
subdivision in which the debt was to be stated and it was urged by one
litigant that the bonds held by the commissioners of the sinking fund
were a part of the debt.
"I am satisfied that the great weight of reason and authority is
against the contention of the plaintiff and I, therefore, find that
the sinking fund (bonds) *** were not a part of the debt. ***
The (town of W ) can hardly be debtor and creditor at the
same time."
As a parallel to the case under discussion the political subdivisions'
property and credit were the security, the bonds outstanding in the
hands of the public were the actual debt and the sinking funds bonds
the "treasury bonds." I am prepared to furnish references to this
decision, if they are desired.
A hypothetical case is stated and you are asked as to whether the
facts of this hypothetical case are interpreted in accordance with the
printed answer to part four in Bulletin No. 18.
In my opinion they are interpreted in accordance with the answer
in Bulletin No. 18, but it is my further opinion that the answer to this
part of the problem in Bulletin No. 18 is incorrect.
If $10,000,000 of bonds are certified, $9,000,000 sold, and $1,000,000
held in the treasury, the company issuing the bonds owes only
$9,000,000 unless it can be said that the company owes itself $1,000,000,
which is a patent absurdity. The mortgage is, of course, security for
the debt and only for the debt. Since the debt is only $9,000,000 the
mortgage can be security for only $9,000,000. This would mean that
the bondholders would receive the entire $8,000,000 assumed proceeds
of the disposal of the mortgaged property and no portion of the
proceeds would be returned to the issuing company.
MINING COMPANIES
In looking over Special Bulletin No. 21, I notice some questions on
mining companies. Question two inquires about taxes on land owned
adjacent to mines but not used for mining purposes, which might include land upon which company houses are built and rented to employees.
The bituminous mines for which we are auditors charge taxes
against the department to which they apply, and taxes on land used for
dwellings, company stores, club houses, hospitals, theatres, pool rooms,
farm, dairy, bath houses, gasoline stations, schools, churches, etc., are
charged to the tax account in the "rents" group of accounts. (Each
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activity is then charged rent). If the land is not used for the ancillary
operations mentioned, its possession is generally necessitated by the
operation of the mines and the future extraction of the minerals underneath and is consequently a proper charge against the mining or extraction of the coal or whatever mineral it might be.
Relative to question four about depletion of the fair value of mineral
deposits March 1, 1913, when such value was in excess of the original
cost, it is the practice of bituminous mines that have come under our
observation to charge depletion (operating expenses) with the full
amount of depletion allowed by the government and to credit reserve
for depletion. A t the same time an entry is made charging surplus
arising from appreciation (of leaseholds, or mineral deposits if owned)
and crediting surplus with that portion of the depletion on the value
written up. This is done to show the actual cost of mining based upon
March 1, 1913 valuation. This method is also followed in the case of
values placed upon discovery.
SERIALLY-MATURING FUNDED DEBT
Q. W i l l you please advise us as to the general practice in treating
serially-maturing funded debt for balance-sheet purposes.
A . There is little uniformity of treatment in American balancesheets of funded debts represented by serial notes maturing monthly
or at other frequent intervals. Instead there seem to be three methods
as follows:
(1) It is quite generally the practice with regard to public utilities
to consider all funded liabilities as being classifiable under the longtime liabilities heading. This practice is followed even though some of
the notes may mature very soon after the date of the balance-sheet.
The reasoning back of this treatment is that such a debt is usually
refundable, that the debt did not create any of the current assets, and
that the working capital should not be reduced because of such indebtedness. The disadvantage in such treatment lies in the fact that it
does not serve warning to the inspector of such a balance-sheet that a
liability in addition to those in the current liability group must be met
at an early date. Unless arrangements have been made for the early
renewal or refunding of such debt, the balance-sheet does not properly
display the immediate financial problems of the business.
(2) A method frequently followed is to split such a funded debt
into two amounts, bringing into the current liabilities group the total
of such notes maturing in the current financing period, allowing the
remainder of the group to appear among the long-time liabilities. This
treatment is not wholly satisfactory as it is more desirable for a particular debt with its necessary comments to appear but once on a
balance-sheet. Further, the question immediately arises as to how
much of the debt should be put into the current group. In other
words, how long is the "current financing period." There seems to be
a growing tendency to consider twelve months as a proper basis for
the majority of commercial concerns, though this is far from being a
generally accepted period.
(3) While it is true that balance-sheets should follow certain definitely prescribed and generally accepted forms, this must not prevent
initiative in the treatment of special problems. While generally the
liabilities are grouped under two broad classes—namely current and
long-time—the problem of the serial funded debt above referred to is
1

probably best met by the creating of a third group to be placed between
the long-time and the current. This group may appear on the balancesheet as follows:
Serial equipment notes payable
(Maturing $20,000 on the first day of each month) $1,2000,000
Such a treatment shows the current liabilities in total, uninfluenced
by these funded notes, and at the same time allows the observer of the
balance-sheet to exercise his own judgment as to the amount of serial
notes which he desires to consider as current for his own interpretation.
In such usage the heading for the long-time group of liabilities would
probably be other funded debt or other long-time liabilities.
VALUATION OF R A W SILK INVENTORIES
Q. I understand that raw silk is quoted and traded in on a basis
that includes ninety days credit terms and that it is a general practice
of silk manufacturers to value the raw silk inventories on this ninety
day term basis, regardless of the fact that a part of the raw silk inventories may have been purchased for cash or paid for in yen, thus
taking advantage of exchange and interest fluctuations between the
local and foreign markets.
The difference between the ninety-day basis and cash basis is carried
direct to income upon the theory that it is a cash discount or a profit
on foreign exchange.
This practice raises an •interesting question relative to the valuation
of raw silk inventories and I will be grateful if you will advise me
relative to the accepted practice of accountants on this subject.
A. We know of no instance in which silk on hand at the close of
a fiscal period, bought on a cash basis, is valued on the ninety-day
basis, taking up as a profit the difference between the ninety-day basis
and the cash basis.
Those companies with which we are acquainted, and who are importers of silk as well as manufacturers, purchase silk say in China
and against these purchases drafts are drawn under letters of credit.
Although the purchase is made in yen, the drafts are drawn in dollars
or sterling, converted at the current market rate, and in general the
amount of the draft is taken up at cost. A t the close of a fiscal period,
the raw silk on hand is taken at cost, or if the market has declined,
at market.
In the case of one large company in particular where drafts are
drawn in sterling, the cost of the raw silk purchased is definitely known
at the time of purchase owing to the fact that under the company's
arrangements with the banks, the sterling rate is fixed at the time a
sterling draft is drawn.
In the case of two large importing and manufacturing companies,
with whose accounts we are familiar, discount or interest for the
period covered by a draft is included in the amount of the draft. One
of these companies takes up as cost of raw silk the full amount of the
draft. The other charges the portion of interest and discount included
in the amount of the draft to the interest and discount account—the
balance being charged to the cost of raw silk.
We fail to see how the taking up of a profit arising through the
difference between the ninety-day basis and the cash basis can be
justified. In our opinion, the accounting relative to the purchase of
raw silk is similar to that relative to the purchase of any imported
commodity on which current quotations are made.
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